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EDITORIAL DEPARTMENT NOTE 


Standards are returning to their own in most of industrial ac- 
counting, after a period of slack attention during the war. However, it is 
still unusual to associate standards with administrative expense and most 
accountants would be hard put to name suitable bases, much less to allocate 
administrative expense to product lines. This dual problem is boldly 
tackled in the first article of this issue and a way is opened in the direction 
of controlling administrative expenses and charging them against the sales 
to which they relate. 

The author of this article is I. Wayne past president of Lan- 
caster Chapter, who is Assistant Controller of Armstrong Cork Co. 
Mr. Keller has been active in the management of the Lancaster Chapter 
for a number of years and is at present serving as a member of the National 
wee He is the author of several articles published in the N. A.C. A. 

etin. 

Research bids fair to be of as high an importance in peacetime industrial 
operations as it was during the war, and may well be foremost for a while 
in the activities of many companies as they seek new markets. This brin 
up the subject of the cost of research projects and whether or not 
spirit of effective research is amenable to the controls governing other 
expenditures. 

ONALD H. Rosnetr offers our readers convincing reassurance in this 
direction in presenting a case study of a situation in which accountants and 
scientists have found a meeting of the minds on ways and means to keep 
research costs in hand. 

Mr. Robnett, a Past President of Boston Chapter, is Associate Professor 
of Accounting at the Massachusetts Institute of Technology, with which 
he has been associated since his graduation from the Harvard Graduate 
School of Business Administration in 1934. He is also Fiscal Officer of 
the Institute’s Division of Industrial Cooperation and brings to his writ- 
ing industrial as well as academic contacts. 

he volume and diversity of department store merchandising operations 
lends particular interest to the third article in this issue which describes 
the customary methods of planning and control in concise terms. 

Leonarp C. Hosert, the author, is a member of Milwaukee Chapter and 
holds the position of Assistant Controller with Gimbel Brothers, Inc., 
with whom he has been associated since 1936. Prior business experience 
after graduation from college in 1936 was divided between employment with 
the Deep Rock Oil Corporation in Milwaukee and two iy in the West 
Indies in the service of the Standard Oil Company of New Jersey. 





Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the view expr but 
is endeavoring to provide for its members material which will be helpful 
and stimulating. Constructive comments are welcomed and will be published 
in the Forum ion of the Bulletin. 





This Bulletin is published semimonthly by the National Association of 
Cost Accountants, 385 Madison Ave., New York, N. Y. Subscription 
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CoPYRIGHTED BY THE 


NATIONAL ASSOCIATION OF 
COST ACCOUNTANTS 


Jury 15, 1946 








fe 


tic 
pr 
su 
Ste 


the 
tro 
for 
uri 


Sta 





cate 











ADMINISTRATIVE EXPENSE STANDARDS 


By I. Wayne Keller, Assistant Controller, 


Armstrong Cork Co., 
Lancaster, Pa. 


pap examining the many publications on standard cost, we 

find that most of them are devoted to standard factory cost, 
a fair number to standard selling and distribution cost, and a very 
few to standard administrative cost. We believe that the amount 
of attention devoted to the standardization of procedures and prac- 
tices so as to effect budgetary and operating control is directly 
proportionate to the amount of literature available on the various 
subjects. Consequently it follows that administrative expense 
standards have not been given their proper share of attention in 
many companies and as a result those companies have not secured 
the maximum benefit from their standard cost and budgetary con- 
trol procedures. Nevertheless, standard costs can be developed 
for administrative expenses, which will provide an effective meas- 
uring stick for the results achieved from money spent and which 
will apply these expenses to the cost of goods sold. 


Standards a Management Tool 


Administrative expense standards will not make additional 
money for the company directly, any more than will any other 
standard cost, but they can be an effective tool of management 
toward better profits. To fit them for this purpose requires a 
careful study and analysis of all of those phases of activity of a 
company which are frequently referred to by the collective term, 
administrative expenses. Since this group includes all of those 
items chargeable against operations which accountants have not 
been able to classify as factory or selling expense, the opinion has 
developed that it may be viewed as a catch-all which cannot be 
accurately analyzed and presents even less possibilities for accu- 
rate allocation. Thus the trend has been to group all of such 
expenses and to allocate them on some convenient over-all basis, 
such as sales dollars or conversion cost, to the various phases of 


company activity. 
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An Hypothetical Case 


In order to illustrate the effect which the development of admin- 
istrative expense standards can have upon the profits of sales 
divisions, we have prepared two profit forecasts for a hypothetical 
company. We refer to this company as “The Old Line Tool and 
Hardware Company.” We do not mean to imply that the illu- 
strations are particularly applicable to the hardware industry for 
we might just as well have named our hy othetical company “The 
Stoltzfus Packing Company” and indicated our products as beef, 
veal, pork, and mutton. For illustrative purpose a war year 
(1943) has been used to indicate the problem where wartime pro- 
duction is added to the regular line. 

Exhibit 1 is the profit forecast of the hypothetical company 
before specific attention was directed to the administrative ex- 
penses. A study of the exhibit will indicate that thoroughly effec- 
tive and modern budgeting and cost accounting technique are 
reflected in most of the items on this profit forecast. It may be 
inferred that the sales forecast is related to indices, or other meas- 
ures of prospective activity, since it is developed by divisions. 
Likewise the fact that standard factory cost of sales and standard 
selling expense, with corresponding variances due to manufactur- 
ing, purchasing, and deviation of forecast volume from normal 
volume, are shown on the statement, is a further indication that an 
adequate and modern procedure is being followed. However, 
the administrative expense was allocated to the sales divisions of 
the company on the basis of the forecast gross sales dollars. 


Dissatisfaction with Allocation on Sales Basis 


In order to contrast this method of procedure with that of a 
more careful study and analysis, we shall assume that the original 
profit forecast did not meet with the approval of the management 
of our hypothetical company. When the figures were presented 
to the various divisional managers, they began to raise questions 
as to the items of cost which were included under the heading of 
administrative expense. When these questions were answered and 
some attempt was made to describe the various functions which 
fell into this category, the questions became more embarrassing 
to the accountant of the company because the sales managers 
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wanted to know how much of the cost of each of these functions 
they were carrying. Each had definite ideas as to what the cost 
of some of these, such as traffic management, engineering, and 
production planning should be in his case, but had very indefinite 
ideas as to what the cost of some of the other items should be, 
and had no complete idea as to all of the functions which were 
included and the use which his division was making of them. 

In order to satisfy the divisional managers and attempt to pro- 
vide some answers to their queries, we shall assume that the com- 
pany has availed itself of the research facilities of the N. A.C. A. 
and has determined how other companies are controlling and 
allocating their administrative expenses. On the basis of the in- 
formation thus obtained, administrative expense standards were 
developed. The following is a summation of the points which 
were considered in the development of these administrative ex- 
pense standards, and of a revised profit forecast which is pre- 
sented as Exhibit 3. 


Results of Research 


A comparison of Exhibits 1 and 3 indicates that there was 
sufficient swing in the dollars chargeable to the various sales divi- 
sions to justify the analysis of the expenses, even if the possibility 
of more effective control of expenditures and of cost reduction 
did not in itself justify them. The effect is particularly noticeable 
in the sales divisions which do not have a decidedly favorable 
profit picture nor a very serious loss picture. It is in divisions in 
this category that experience shows that the sales managers are 
most interested in comparatively small amounts charged against 
their operations either to keep above the loss line or further im- 
prove the profit picture. Consequently, they are vitally interested 
in all items of cost which are allocated to them and their questions 
can be answered only by securing all of the pertinent facts. 


The First Step—Analysis of Expense Items 


The first step in the development of standards for administrative 
expense was the complete analysis of all items of cost included 
therein. This analysis of cost was carried forward in sufficient 
detail so as to establish an experience pattern according to responsi- 
bilities. It was necessary to know how much was spent, by whom 
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it was spent, for what it was spent, and what benefits were to be 
derived therefrom. Thus, in our hypothetical company, we found 
that the administrative expenses could be broken down to the vari- 
ous responsibility groups as indicated in Exhibit 2. These groups 
again are illustrative, rather than all-inclusive, and would naturally 
have to be adapted to the circumstances of individual companies. 
After the costs were analyzed and grouped according to these 
tentative responsibilities, it was necessary to discuss with the 
management of the company the historical facts which were thus 
determined. This indicated the lines of control which were to 
be established, and resulted in the clear delineation of authority 
for the various functions of the company which give rise to admin- 
istrative expense. 


The Second Step—Building the Budgets 


The second step in the development of the administrative ex- 
pense standards was the building of a budget for each of the 
administrative departments which had been established. While 
reference was made to the historical data which had been prepared, 
the budgets were by no means an accumulation of average actual 
costs for past years. The actual costs were simply used for refer- 
ence as to the character of costs which could be expected in each 
department and as to the reasonable amount of each. With this 
information in hand, the operation of each administrative depart- 
ment for the coming year was discussed with the individual who 
had been charged with the responsibility for that function. For 
control purposes, the expenses were divided into classes, such as 
salary, stationery, travel, telephone and telegraph, postage, dues 
and subscriptions, donations, entertainment, taxes, insurance, de- 
preciation, etc. In doing this, it was found that each department 
did not incur all of the classes of expense, but that it had those 
expenses which were peculiar to its own function. Of course, 
there were some, such as salary and travel, which were common 
to all administrative departments. 


Studies of Current Requirements ° 


After the classes of expense which were to be expected in each 
department had been determined and reviewed with the head of 
the department, an analysis was made of the composition of each 


1083 











ive wey %'lzZ ‘Ov ol THIOL JO use 
. 000'009'2$ ooO’sze $ O00'SZS‘IS 000'00S'Z$ * “S2¥IJOC S2I¥G sSo4n yeD2I04 


YL OF ®b'y %r'9I %S'6€ %'001 [OL JO yao 
000'62t $ O0Z6I $ OOZ'EL $ OON'LLT $ OO0'DSH $*esuadxy saneHsyUpy [eo] 


July 15, 1946 





aqekeg syunosy smojjo.t 000'rI 008 000°¢ 00°01 3 Zurseyoung 
Hoyy jo sysdjeuy 00ST oor't 006'Z 00S‘IT Suruueg vononposg 


SIEIJO S3IeS ore 
HoyA jo syskeuy 
saokogdeny jo JoqunN 
Boxy JO sysAjeuy 


woyy jo siskeuy 
S1B{]O] S3[WG yeI2I0,4 


000° 


000‘01 
00l'z 
000‘ 


000° 
00¢"Z 


—_ 
Seas 


S1BIJOC] SIIVS yeD9I0 
WoyA jo siskqeuy 
s8uysog 


006' 
0092 
000° 
000'r 
uoyA JO wsdjeuy — 000' 000° 000'9 

paring soeds jo ty DS OT $ OOOT $ OO ¢F 
mono20n1y suomunyy asompsntT —S10G 

fo poyay svg ssopimg = PUD SIN 
SGUVGNVLS €%6I—SASNAdXA AALLVALSININGV AO NOLLVDOTIV 


ANVdWOD AXVMCUVH F TOOL ANIT GTO AHL 


jusunsedaq] y3png 

*yuounsedeg aqedeg sjunooy 
yuoul 

a]qeaisooy «= sjunODDy 


S88 ggaees 


5 S68 sE5s 


i 88 


SHUL) s10AuT 
-— 3803 
GIP DBO 


= 888 S86 SESE 





N.A.C.A. Bulletin 














N. A.C. A. Bulletin 





WEL 
000'zrs$ 
00z"€z 
0S2‘619 


(%Z2S1), %8Z 
(002'06h)$ — O0E"rrS 


(0s9'T) (000'8) 
(osz'zss)  00s‘zZ 


¢ LMInxXy 


%V0E S3JWS IN 0} JUaQIIg * 
OOP'Z88$ “XB, auOdUY eIEPeJ 10J UOISTACIG 910J9q—IYOI WN 


(OST'b1) (asuadxq) suoouy snosuelpPosIy - 





o0s'eeT 
OSZ'98Z 
000 0ST 
0000S 


rl 
(056001) 
056'866'Z 


oa yer? 00S°Z 
(0sZ'8Ib 000°ST 


te 000‘0S 


%6 61 (%€'1) 
002"r9 (002‘0z) 


008°2SZ 002‘16S‘T 


so Ss jy 0} WIIG * 
(sso]) syorq SuiyesadQ psepuers - 


SIJBS JO 3802 PsepuRs [EOL 





000'0S¥ 
00S'889 
osr'09e’9 


00261 002'EZ 
000‘9z 00s‘ZST 
00r'Z1z 000'09¢"T 
000°ZzE 000°1ZS‘T 
000'¢ 000‘r 
00s‘Z _ 
00S 000'r 
ooo’sze $ o00'szs‘I$ 


asusdxy IANeIsIUTUIpY prepuRIsS ° 


wsusdxy Buyjes psepueys 
Safes JO ys0) Asopey psepueys 


asompsoz] SO QSMN $100] 


ssp 


£66I—LSVOANOA LIAOUd GASIAAA 
ANVdWO)D AYVMAGUVH ANV TOOL ANTT GTO AHL 





a Ades nao 











N.A.C. A. Bulletin July 15, 1946 





The Old Line Tool and Hardware Co. 
Comparison of Actual and Budgeted Expense 


January, 1943 
Production Planning Department 


Budget Actual 





BINNS 6.48 nesaeedecaacdéscewes $2690 $2430 
OE ds wascenedccccccvinde 102 90 
MEE ep sedisacndsandecdbasagude 50 64 
Telephone and Telegraph ........ 25 32 
DE ns Shae weGaeupeoachersce 25 12 
Dues and Subscriptions.......... 25 20 

$2917 $2648 

ExHisit 4 


class. Thus, if we refer to Exhibit 4 we find that for the produc- 
tion planning department we have a total salary budget of $2,690 
per month. However, in back of this figure is a thorough study 
of the personnel requirements of the department in relation to 
the anticipated company activity for the coming year, and a careful 
classification of the salary rates paid for each type of job in the 
department. The allowance for stationery was determined by 
studying the various forms prepared and again determining the 
possible requirements in relation to the anticipated activity of the 
year. Likewise, all other classes of expense were considered in 
this light. 

We wish to emphasize in this connection that these budgets 
were based upon the anticpated activity during the coming year. 
Therefore, it was vitally important that the head of each adminis- 
trative department be fully acquainted with the prospective sales 
and production schedules so that he could plan his force accord- 
ingly, and thus effectively administer his responsibilities and at 
the same time control his costs. 


Allocation Bases Devised 


_ As each department had assisted in the development of its ex- 
pense budget in relation to the anticipated activity of each sales 
division for the coming year, the next step in the formulation of 
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the administrative expense standards was relatively simple. That 
step was the determination of the amount of each administrative 
department to be allocated to each sales division. Since the 
original allocation on the basis of the forecast sales dollars had 
resulted in inequitable charges to some of the divisions and did 
not provide a clear picture as to the amount of each specific type 
of administrative expense that each sales division was bearing, it 
was evident that there would have to be a separate allocation for 
each administrative department. This allocation had to be on a 
basis which provided an equitable distribution of the forecast 
expenses of each department, and also one which could be checked 
upon each month and used for allocating the actual expenses of 
each of the administrative departments. Thus, through the study 
of the functions of the department, and with the assistance of 
each department head, the following bases of allocation of the 
departmental costs were determined, both for use in the prepara- 
tion of forecasts and in actual allocation. 

Office Building. It was found that one group of expenses could 
be designated as office building expenses, and represented what 
might be referred to as a rental factor. This included such items 
as depreciation, taxes, insurance, heat, light, water, and janitor 
service. Since most of these items are directly related to the phy- 
sical existence of the building, it was felt that they were truly 
rental factors and that the best basis of allocation would be the 
square feet of space occupied by each sales division. However, 
this analysis revealed the fact that the greater portion of the space 
of the office building was not occupied directly by a sales division, 
but was occupied by the administrative departments themselves. 
Accordingly, a study was made of the total area occupied and each 
administrative department was first given a share of the cost on the 
basis of the square feet of space used, and the total of these was 
credited to the total budgeted cost of operation of the office build- 
ing. This left a net amount which was allocated to the sales divi- 
sions and was directly proportional to the square feet of area 
utilized. 

Cost Department. There was no common measure of effort 
which could be determined for the cost department. However, it 
was found that the various sales divisions were drawing their 
products from specific and separate factories. Accordingly, the 
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major portion of the cost department personnel could be related 
directly to the cost work of a specific factory and consequently to a 
specific division. For example, through studying the work of the 
people on expense distribution and control, it was found that their 
time was definitely related to the work of specific factories. These 
factories in turn were producing materials for one or more of the 
sales divisions. If the factory was producing for only one sales 
division, all of the cost effort related to the factory would be 
charged directly to that division. If the factory were producing 
for two or more sales divisions, then the expected amount of 
activity for each was determined by taking the forecast standard 
factory cost of sales of products that were moving into each divi- 
sion and allocating the cost effort on this basis. 

Billing Department. In studying the function of the billing 
department, it was discovered that certain of the sales divisions 
had many invoices containing only one or two items but which 
amounted to a considerable sum of money. *On the other hand, 
there were many other invoices which contained many items but 
amounted to very little in dollars. In order to secure an equitable 
distribution of the billing department costs, a unit of measure- 
ment known as invoice units was developed. An invoice unit 
was determined by relating the amount of time required for the 
preparation of the basic data common to all invoices, such as cus- 
tomer name and address, shipping point, f.o.b. point, terms, etc., 
to the time required to bill each item on an invoice. It was found 
that the ratio of time for basic information to time for individual 
items was approximately five to one. Thus, each invoice was given 
a value of five and each item appearing on the invoice was given 
a value of one. For example, invoices covering five items would 
have an invoice unit value of 10, while invoices containing only 
one item would have an invoice unit value of 6. Investigation also 
revealed that there was little change in the character of invoices, 
regardless of change in the sales volume of the business. There- 
fore, it was determined that the invoice units required to bill for 
each sales division were in direct ratio to the sales dollars of that 
division. On this basis, the invoice units per sales dollar were 
determined for the past year and this ratio was related to the fore- 
cast for the current year in order to arrive at the invoice units 
for the allocation of the billing department expenses. 
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Accounts Receivable. Since the accounts of each sales division 
were carried as a separate group, it was possible to determine the 
amount of effort devoted to each by analyzing the number of post- 
ings to the divisional accounts. These postings were related to the 
sales dollars of the past period and this ratio applied to the fore- 
cast sales dollars to determine the estimated number of postings 
at the 1943 forecast activity. Thus, a ratio was provided for the 
allocation of this expense. 

Accounts Payable. Basically the work of the accounts payable 
department was found to be related to two definite classes of work. 
The first of these was the payment of invoices for materials and 
services going into the factories. The other was the payment of 
invoices for materials and services going directly to the sales i 
divisions. Tests were made of the number of invoices which were 
handled for direct sales division items as compared with the total 
number of invoices handled. This provided a separation of ac- 
counts payable costs into two general categories. With respect to 
that class which was related directly to items paid for the sales 
divisions, it was, of course, very simple to carry the ratio directly 
into each sales division. In the case of that portion of the expense 
which was related to the factory purchases, a ratio was determined 
according to products drawn from each factory by each sales divi- 
sion on the basis of forecast standard cost of sales as referred to 
under the allocation for the cost department. Through a combina- 
tion of these two factors, a basic distribution of the accounts pay- 
able section was secured. : 

Budget Department. In the case of the budget department, it 
was felt that the forecast sales dollars would provide the most sat- 
isfactory basis of allocation. The work of this department has to 
do with the preparation of the sales and expense budgets and of 
the preparation of monthly achievement reports. Since the work is 
of a supervisory and analytical character, it is extremely difficult to 
relate it to any specific factory or any specific sales division. 

General Accounting and Auditing Department. Here again no 
satisfactory basis of measurement could be secured, other than the 
forecast sales dollars. However, one exception was made and that 
was with respect to the charge to the munitions division. Since 
certain specific individuals had been charged with responsibilities 
pertaining entirely to the munitions division, these persons were 


1089 



















N. A.C. A. Bulletin July 15, 1946 





charged directly and the total amount of their salaries was deducted 
from the total cost of the general accounting and auditing depart- 
ment. The remainder, which was applicable to all divisions, includ- 
ing munitions, was allocated on the forecast sales dollars. 

Credit Department. It was found that this department func- 
tioned largely on divisional lines and that certain individuals with- 
in the department were charged with the credit responsibilities for 
specific sales divisions. This provided a basic allocation of salaries 
according to the actual salaries of the personnel which were devot- 
ing their time to the respective divisions. The administration of 
the credit department, the cost of the various outside services, and 
other items of an overhead nature were allocated to the divisions 
on the basis of percentage of time devoted, which was indicated by 
the study of the personnel. It was thought that the overhead in this 
case was more directly related to the time which these individuals 
were putting on the job than it was to the salary dollars which they 
were receiving. This is due to the fact that in certain of the divi- 
sions a large part of the credit information was determined through 
the utilization of outside services, while in others the credit man 
himself had to develop credit ratings. It followed then that those 
credit men who could not avail themselves of outside services had 
to be of a higher type and consequently higher paid, than those 
who were utilizing the outside services. Thus a rate per salary 
dollar would have pyramided costs on certain divisions. 

Traffic Department. The cost of operation of the traffic de- 
partment was related to the number of bills of lading handled. 
Those applying to out-bound shipments naturally bore a direct re- 
lationship to the sales division and provided a direct application of 
cost. Those applying to the factories provided an allocation of cost 
to the factory, and this in turn had to be taken to the sales divisions 
on the standard factory cost of sales of products moving into each 
sales division from the respective factories. 

Engineering. Since engineering, both design and planning, 
would gross as a large item of cost in a business of this character, 
it was felt that the only accurate analysis would be a direct time 
report on the part of the engineers. Consequently, all except the 
supervisory personnel of the engineering department were asked 
to prepare time reports. 
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A portion of the engineering effort might be regarded as of a 
continuing character with respect to each sales division, regardless 
of the immediate volume of business which was being secured by 
that division. Another portion of the engineering expense might 
be regarded as more closely paralleling operating expense and, 
therefore, fluctuating with the volume of the various divisions. 
Accordingly, a stated number of hours and the relative lump sum 
of money was first allocated to each of the sales divisions, which 
sum was estimated to represent the basic amount of engineering 
effort which would be devoted to that line of products regardless 
of the immediate volume forecast. The remainder of the engineer- 
ing time was adjusted for the anticipated volume and the remaining 
cost of engineering was allocated on this adjustment. It was felt 
that this would provide a satisfactory basis for estimating the 
amount of engineering effort to be taken to each sales division in 
the 1943 forecast. However,.it was felt that the current charges 
should reflect, on a more nearly actual basis, the cost of the effort 
which was being devoted to each division during the year. There- 
fore, instead of using the basis which was established for the fore- 
cast, the time reports were continued during the year so as to pro- 
vide actual costs according to the amount of time which the engi- 
neering department devoted to each sales division. 

General Administration. This class of expenses includes those 
relating to the administrative officers, such as the -president, secre- 
tary, and treasurer, and other items such as legal expense, stock 
and bond record expense, etc. Obviously, these are truly general 
items and, with the possible exception of specific legal cases, bear 
no direct relationship to any sales division. Therefore, it was felt 
that the forecast sales dollars would provide a satisfactory basis of 
allocation, since sales were the only common measure of activity 
available. 

Personnel. Since the work of the personnel department natur- 
ally follows the number of employees, it was felt that this was the 
most accurate basis of allocation. For the development of the fore- 
cast, the number of employees required for the production of the 
forecast volume was determined on the basis of past experience. 
This ratio was set to be adjusted monthly according to the changes 
in activity in the various factories and consequently in the respec- 
tive sales divisions. 
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Production Planning. The work of the production planning 
organization is directly related to factory activity and it was found 
that certain individuals devoted their time to certain specific fac- 
tories. The administrative personnel was then allocated to the fac- 
tories according to the specific time determined for each factory. 
This cost by factories for production planning was then carried 
into the sales divisions according to the forecast standard factory 
cost of sales. 

Purchasing Department. The first study of the activities of the 
purchasing department indicated that there were no functions which 
were peculiar to only one of the sales divisions, but that the char- 
acter of purchasing effort required by each was similar. Accord- 
ingly, it was felt that since purchases give rise to accounts payable, 
a reasonable basis of allocation would be to follow the ratio estab- 
lished for the accounts payable section. 


Changes Resulting from Allocations Developed 


The effect of all of these studies is shown in Exhibit 2 where 
the costs of each administrative department are allocated to sales 
divisions. From a study of the figures, as presented, it is found 
that there was little change in the administrative expense allocated 
to the tool division, since the original allocation on the basis of 
sales dollars was $180,000 while the allocation on the basis of 
specific analysis was $177,600. The effect on the net profit of the 
tool division was only 1/10 of 1 per cent of the forecast net sales. 
In the nut and bolt division, the effect was more marked in that the 
administrative expense decreased from $94,500 to $73,700 with a 
corresponding increase in the ratio of net profit to forecast net 
sales from 1% to 2.8 per cent. In the builders’ hardware division, 
there was practically no change in the amount of administrative 
expense allocated according to each of the two methods. However, 
in the munitions division, the amount of expense chargeable in- 
creased from $156,000 to $179,000. Here the effect could be tre- 
mendously important if the company were producing under cost- 
plus-fixed-fee contracts in that, according to the example, they 
would be able to recover $23,000 more administrative expense 
through the specific analysis of the items entering therein than they 
would if over-all administrative expense were allocated on the sales 
dollar basis. 
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Application of Administrative Expense to Goods Sold 


Having allocated the administrative expense to the respective 
sales divisions, we next faced the problem of securing a basis for 
applying this expense to the goods sold each month. In the case 
of the factory expense and the selling expense, it will be noted 
from Exhibits 1 and 3 that the rates of application, which inci- 
dentally are applied to the gross sales dollars, were determined at 
normal sales dollars volume rather than at forecast sales volume. 
This is due to the fact that in both factory cost and selling cost 
there is a proportionately large amount of fixed expense. There- 
fore, a proper picture of the normal operation of the business can- 
not be secured if all of the factory and selling expense were to be 
thrown into the cost picture and allowed to affect the gross profit. 

By the same token, it might be argued that the administrative 
expenses should also be related to the normal sales dollars rather 
than to the forecast sales dollars in developing rates for the appli- 
cation of the expenses monthly. However, we have purposely 
avoided the question of fixed and variable administrative expenses 
so as not to complicate the illustration of the various methods of 
allocation, since we think that this is the most important point in 
the development of administrative expense standards. We might 
say then that in the development of our administrative expense 
budget, we have established a budget which is relative to the anti- 
cipated forecast sales volume. Accordingly, when this forecast 
sales volume is attained, all of the administrative expense should 
be absorbed. 

Therefore, in Exhibit 3, we show no variance from standard 
cost, due to volume, for administrative expense. Under the scheme 
as established, we would, from month to month, show a volume 
variance for this character of expense whenever the budgeted and 
forecast sales volume were not the same. Thus in actual practice, 
we would inject two variances into the administrative expense pic- 
ture, one being the difference between the actual amount of money 
spent and the budget, as illustrated in Exhibit 4, which would pro- 
vide in the illustration a spending variance of $269 for the particu- 
lar month; and the other, the volume variance which would be 
determined by the ratio of actual sales of any sales division to its 
forecast sales. 
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Conclusion 


In conclusion, we again emphasize the fact that the illustrations 
as presented are purely hypothetical and are intended only to 
stimulate thought along the lines of the possibility of the develop- 
ment of administrative expense standards. Through the effective 
analysis of the administrative functions of a company, of the 
amount of money spent for each function, of the allocation of that 
sum of money to the respective divisions or other functional break- 
downs of the company, and of the final application of this divisional 
total administrative expense to the sales volume of the division, 
administrative expense standards are secured which provide for 
the measurement and control of this class of expense, and for the 
preparation of divisional profit reports. 


RFC Criticized for Accounting Methods—A recent special report of 
the Audits Division of the United States General Accounting Office sharply 
criticizes the Reconstruction Finance Corporation for its accounting meth- 
ods. The report is of interest because of its recognition of the need for 
sound accounting methods and controls and of the necessity for accounting 
to be assigned a proper place in top management. Following are excerpts 
from the report: 


“The importance of the accounting activity as a proper device of 
management and as an indispensable safeguard for the shareholder 
has not been recognized at the top management level in RFC and 
its affiliates.” 

“The companies have not developed an adequate general concept 
of either the requirements or the usefulness of a system of account- 
ing control and of well-devised financial reporting. Since the board 
of directors has not been willing to delegate authority for ac- 
counting control, operating and record-keeping methods have de- 
veloped into a disorganized pattern as diverse as the activities 
themselves.” 

“Accounting in the RFC has not had importance above the third 
level of management, and there the responsibility for it has been 
widely dispersed and commingled with other responsibilities re- 
garded as having greater importance.” 
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CONTROL OF RESEARCH AND DEVELOPMENT 
COSTS 


By Ronald H. Robnett, 


Associate Professor of Accounting and Fiscal Officer, 
Division of Industrial Cooperation, 
Massachusetts Institute of Technology, Cambridge, Mass. 


5 home American business man is today vitally interested in re- 

search and development. He is eager to attain for his company 
a profitable utilization of the fruits of scientific progress. It is 
more than ever apparent that success in the world of today and 
tomorrow will come to those companies whose managements excel 
in the fields which demand underlying thought, such as labor rela- 
tions, products, processes, and methods of distribution. Many 
companies are establishing research divisions for the first time; 
others are expanding the scope of their research activity. Still 
others are exploring methods for keeping abreast of the march 


of scientific and technological progress. 


Research as a Subject for Control 


The accounting department in most organizations has a major 
opportunity and responsibility for service to management in con- 
nection with research and development costs. The special environ- 
ment of research and some of its unusual problems present a chal- 
lenge. Careful study and full knowledge of company research 
operations is necessary if accounting is to give maximum service 
in connection with these operations, provide: illuminating reports 
to the research staff, and do justice to the subject in reports to 
management and stockholders as well. 

One common attitude toward research expenditures is typified 
in the reply of a leading industrialist when asked, “How does your 
company control research costs?” He answered briefly, “We 
don’t!” He then explained that it was company policy to select 
competent research personnel under a capable director and to 
supply the group with an adequate budget. Judgment was not 
passed on immediate and tangible results but on continuing and 
long-run’ accomplishments. The research group was simply ex- 
pected to contribute substantially over a period of time to new 
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products and processes and the improvement of existing ones, as 
well as to aid generally in the strengthening of the competitive posi- 
tion of the company. 

“Thus, you see,” said the executive, “one does not apply ac- 
counting controls to such a department. Research must be freed 
from the tight standards that are so useful in operation. One can- 
not establish efficiency variances per unit of output for research. 
At all costs the research worker must be insulated from the ‘pinch 
penny’ executive.” 


Understanding of Research Problem a Prerequisite 


It is obvious that this executive had confidence in research as an 
essential business activity, and it is equally apparent that to him 
the word “control” had unpleasant connotations. Perhaps his con- 
troller did not believe in research or, what is more likely, had not 
taken the time and effort necessary to gain a full and sympathetic 
understanding of its problems, functions, and requirements, Under 
such conditions it would not be expected that accounting methods 
would be geared to the research problem or that the related reports 


would reach their full possibilities in interest or usefulness. Too - 


often a company activity slightly outside the main stream is inade- 
quately understood and therefore inadequately served by account- 
ing. Any activity inadequately served by accounting is almost al- 
ways misunderstood by management. 

This has particular application to research. By its very nature 
most such work is mysterious to one not trained in science or en- 
gineering. Quite naturally accountants look with more astonish- 
ment than understanding on the sometimes dramatic accomplish- 
ments of research laboratories and upon the men who make these 
results possible. We may find it easy to acquiesce in exempting 
them from the ordinary controls of business management on the 
theory that they can produce only under special treatment. 


Management Accountable for Research Outlay 


The fact is, however, that management has the same obligation 
to stockholders with respect to funds spent on research as it does 
towards any of the other manifold activities of the company. Re- 
search must pay its way. It is to the advantage of all concerned, 
including the research group, to have accurate, objective, and fac- 
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tual financial reporting for research costs. Under such conditions, 
capably conducted research should, in fact, be assured of even 
more generous and continuing support, for, when done according 
to plan, research will almost certainly leave no question of its im- 
portance in contributing to the advancement of the company and 
the well-being of the economy. 

This paper has two major purposes related to research and ac- 
counting for the costs incurred: 


1. To outline briefly the part that a sound and aggressive 
research and development program may be expected to 
play in company management policy during the years 
ahead. 

2. To show how, in the case of one company, sound control 
principles and practices commonly used by all accounting 
executives are being applied to the special problems of 
research and development costs. 


Place of Research in Forming Policy 


It has been said that among the most important contributions of 
good research is the stimulation it gives to management thinking. 
Constant devotion to improvement is the intangible which distin- 
guishes the live, progressive, and successful company. A glance at 
the decade preceding the war will remind us of the great part 
played by research in the success of many companies. There were 
cases, particularly in the chemical industries, of long-established 
companies doing half their volume in products that were com- 
pletely unknown ten years earlier. There were cases of companies 
in otherwise declining industries which completely reversed the 
trend due to intensive product and process research. And there 
were cases, also, of companies slowly and wastefully dying on 
their feet due to product or process obsolescence. 


The War and Scientific Research and Development 


Tremendous advances in the application of known scientific dis- 
coveries were made during the war and the normal development 
period for such discoveries was drastically shortened. Many of 
these applications were of military value only; others will have 
an immediate and dramatic effect upon the products available to the 
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American public and the processes by which these products are 
made. 

The tremendous volume of government-sponsored research dur- 
ing the war was applied research. The great research foundations, 
universities, and other agencies ordinarily devoted to pure re- 
search—the “impractical and visionary” quest for knowledge with- 
out the necessity of dwelling on its practical application—dropped 
this work and joined hands with industry in the greatest product 

-and process development program in the history of the world. 
There was a virtual moratorium on basic scientific discovery. How- 
ever, pure research forms the foundation for applying basic knowl- 
edge. 

Dr. Vannevar Bush, Director of the Office of Scientific Re- 
search and Development which coordinated the arthy of civilian 
scientists in their activities during the war, last year submitted a 
comprehensive report to the President, entitled “Science, the End- 
less Frontier.” The editors of Fortune commented that the report 
“should be studied particularly by the business and industrial leader 
who wishes to keep his place in the century” as a “fine deline- 
ation of the separate yet interrelated roles of pure research fostered 
by government apd the applied research in industry in the modern 
world.” 


Roles of Government and Industry 


Dr. Bush strongly advocates the financial support of pure re- 
search by government under conditions which will protect its scien- 
tific integrity and accelerate its growth. He cites the need of clos- 
ing as soon as possible the gap in basic scientific research caused 
by war and by previous reliance upon Europe for much of our 
basic scientific knowledge. Given a satisfactory flow of scientific 
knowledge, Dr. Bush believes that industry will, as in the past, 
“fully rise to the challenge of applying new knowledge to new 
products.” 

Certainly this is true. Industry will show great skill in applied 
research. But not every company. In the years ahead competition 
will be more keen than ever. The company which fails to give full 
attention to the possibilities inherent in a sound and constructive 
research policy will find itself falling farther and farther behind 
its competitors. Not every company can afford to operate a full- 
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scale research department, but no company should fail to adopt the 
most progressive and realistic research program consistent with 
considerations of size and financial ability. 


Alternative Methods of Conducting Applied Research 


In the remainder of this paper we will be concerned chiefly with 
a practical system of accounting controls applied to the operation 
of a company research department. However, there are a number 
of equally practical alternatives, available to a company initiating 
a research program, which should be noted : 


1. Cooperation with other members of the industry in 
financing research on common problems. 

2. Research contracts with professional consultants or priv- 
ately operated laboratories. 

3. Research contracts with educational institutions or re- 
search foundations. 


A typical arrangement with an outside organization would pro- 
vide for the sponsoring company to receive rights in any patentable 
ideas evolving from the research. The organization performing 
the research would retain rights outside the company field and 
would have sufficient control to insure use of the results in the 
public interest. In the case of universities, the sponsor would 
probably pay full costs, including a contribution to the basic scien- 
tific research program of the institution. This practice helps to 
assure a steady flow of basic scientific thinking, the results of which 
are always in the public domain and freely available to industry. 

Still another alternative, available to the very small company 
which may not be able to undertake research on the scale implied 
in the previous paragraphs, is suggested in a report by the Re- 
search Committee of the New England Council which advises that 
such companies, as a minimum, employ a competent technician who 
would be responsible for interpreting to management the results 
of current developments. 

Satisfactory financial control of research when conducted by 
outside organizations can be achieved with relative simplicity by: 


1 Working with organizations of high reputation. 
2 Specifying accounting as well as technical reports in the 
governing contract. 
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The Company-Operated Research Department 


In considering the company-operated research department, we 
return to those problems, needs, and functions mentioned earlier, 


which appear to be very different from those of the departments 
in the main stream of manufacturing and distributing operations 
and which sometimes incline us to think of research men as vision- 
aries incapable of thinking and acting in business terms. If we be- 
lieve this we should change our thinking. The fact is that research 
men, if properly directed by an intelligent management, and prop- 
erly served with factual, accurate, and constructive accounting in- 
formation, can do a first-class job of expense control without in 
any way impairing their creative performance. 


Accounting for Research—a Case Study 


The following discussion of methods of accounting for research 
and development costs is based on procedures in force in one or- 
ganization. The operation is a large one, but the problems de- 
scribed would be present in any company-operated research de- 
partment regardless of size. The department operates under a re- 
search director, reporting to the president, who is responsible not 
only for scientific and technical accomplishments but also for meet- 
ing budget requirements. The budgets are linked to appropriations 
and are periodically reviewed by the Board of Directors. 

The research director maintains control over the various research 
operations by approving a separate budget for each research project 
and by systematic review of the actual expenditures. When he has 
approved a project budget, control over it passes to the project 
supervisor who has complete freedom of scientific activity within 
the financial limits imposed. The accounting reports required to 
reflect actual expenditures are designed to be of maximum use to 
the director in his periodic review of the progress of individual 
projects and to provide him with an accurate view of the entire 


research operation as well. 
Preparation of the Budgets 

A budget is prepared for each specific research project jointly 
by the research director and the project supervisor under a stand- 
ard accounting classification used for all projects. Consideration is 
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given to the length of time contemplated for the research project, 
and the budget is always scheduled for a definite number of months 
and agreed starting and ending dates are specified. In many cases it 
may be intended that the research will continue beyond the budget 
date, but decision on that point is left until approximately 60 days 
before the expiration of the budget period. 

The direct research costs are classified as salaries and wages, 
equipment, materials, travel, and other direct charges. In addition, 
the research budget includes an overhead charge representing use 
of space and administrative and other applicable company expenses, 
applied by use of a standard rate based upon direct salaries and 
wages. 

The project supervisor is made responsible for the control of all 
direct expenditures but is not held responsible for the components 
of the overhead charge. The latter, as applied at the standard rate, 
affects the total actual expenses of a project only in proportion to 
salaries and wage expenditures and perhaps exerts a general influ- 
ence toward keeping these expenditures within the budget. 


Testing Budget-making Procedure against Sound Principles 


At this point it might be appropriate to set off this company pro- 
cedure against accepted principles of budget-making by the fol- 
lowing questions and answers: 

1. Does the man responsible for control of expenditures have a 
voice in making the budget? Yes. 

2. Is the supervisor made responsible only for expenditures over 
which he has control? Yes. Overhead is applied separately, as de- 
scribed, and is included in the budget to build up total cost. It 
simply serves to remind the supervisor that cost is incomplete with- 
out provision for indirect expenses. 

3. Is the budget in such form as to facilitate control of ex- 
penses? All budgets are stated in terms of time expenditure on 
project rather than output to establish a workable standard, and the 
dollar distribution of the total budgeted outlay is classified into ac- 
counting expense categories to make it possible to accumulate ex- 
penses by such categories and thus compare budgeted and actual 
expenses directly. The salary and wage expenditures are usually, 
but not always, incurred uniformly over the budget period so that 
deviations from budgets can be watched closely. Commitments for 
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purchases, also shown on performance reports, may not follow © 


this uniform pattern, but it is usually possible to forecast needs in 
such a manner as to make direct comparison practicable. 


Reports Summarize Project Performance 


Establishment of budgets is only part of the problem. The real 
proof of a system comes with its actual operation under the budget 
and in effecting financial and accounting budget comparisons, The 
problem of qualitative appraisal of scientific progress, as compared 
with the original plan is, of course, another matter. It should be 
emphasized, however, that recourse to the accounting reports can 
be useful to the research director as he meets with the project su- 
pervisor to discuss technical progress. 

The officials of the organization serving as the model for this 
discussion believe in supplying information fully and promptly on 
all expenditures for each project. Within three or four business 
days after the end of the month, each project supervisor receives 
a complete expenditure report as well as a statement of outstanding 
purchase commitments and knows in an up-to-date way the ac- 
counting status of his project. 

A one-page summary report (Exhibit 1) shows for each ex- 
pense classification the cumulative expenditures to the end of the 
previous month, the expenditures for the current month, and the 
new cumulative total. The current outstanding purchase commit- 
ments are also shown in total and the ending date of the budget 
period for the particular project is indicated as a reminder. Cumu- 
lative expenditures and current outstanding purchase commitments, 
subtracted from the total project budget, leave “uncommitted 
funds” as the final reported figure. The supervisor is trained to 
interpret “uncommitted funds” as the balance remaining for new 
purchases and for new expenditures not arising from purchase 
requisitions, of which the salary and wage budget is usually the 
largest item. 


Detailed Expenditure Report 


An interesting and important feature of the report rendered to 
supervisors on their projects is the inclusion of complete and de- 
tailed statements of all expenditures for the current month. One 
statement is included for each accounting classification and all are 
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Sepeniner §—C, Re JONES RESEARCH DIVISION Project 437 
: SUMMARY STATEMENT DATE MARCH 31..1946 
_aee EXPENDITURES 
TO END OF FOR TO 

PREVIOUS MONTHa | CURRENT DaTE T 
SALARIES 1 1,2 30,00 2.8 40.00 1 4,0 70.00) *: 
WAGES 4,720.00 1,3 46.00 6.0 66.00) #- 
TRAVEL EXPENSE 3,1 93.00 750.00 ~_ 3,943.00) » 
EQUIPMENT 3,4 48:00 250.00 3,6 98.00} #- 
MATERIAL AND SERVICES 7,0 49.00 1,826.00 88 75.00) + 
OTHER DIRECT CHARGES 1,788.00 3 66.00 2,1 54.00) #- 
OVERHEAD 7.9 75.00 2,0 93.60 10.0 68.00] » 
TOTAL EXPENDITURES 39,4035.00|r 9,471.00 488 74.00 t 
BUDGET TOTAL 6 0,000.00 BUDSET PERIOD 
EXPENDITURES TO DATE 4887400 NOV 1 1945 APR 30 1946 
UNEXPENDED BALANCE 11,1 26.00 Ww 
PURCHASE ORDER COMMITMENTS 1,2 47.00 
UNENCUMBERED FUNDS 9.8 79.00 

e 
EXHIBIT | 


attached to the summary report which gives the current and cumu- 
lative information referred to above. Exhibit 2 illustrates the de- 
tailed statement for materials and services. Each statement is a 
duplicate of the ledger sheet for the particular expense classification, 
also illustrated in Exhibit 2, and is prepared simultaneously with 
the machine ledger posting operations as they occur throughout the 
month. This group of detailed sheets gives the supervisor specific 
and definite information on all expenditures under a supervisor’s 
control and for which he is responsible. 

The feature of preparing.such reports in the accounting depart- 
ment relieves the supervisor of business details without relaxing 
budget control. In the absence of such a procedure there is a very 
real danger that a research scientist in charge of a project will be- 
come immersed in the details of business management in his desire 
to do a capable job of discharging financial responsibility, or will 
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CLASSHICATION WATCRIALS & SERVICES ACCOUNT NO. | A. a 
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be so annoyed with the business aspects of his project as to tend ‘ 
to exercise no control on the grounds that this responsibility should ‘ 
be assumed by accountants. t 
Common Sense Approach I 
The company believes that it has struck the proper balance be- 
tween these extremes by the approach that has been described. The 
project research supervisors are chosen for their scientific or engi- 
neering ability, not for their business accomplishments. Under 1 
the project budget, they are given freedom of action but are ex- P 
pected to meet the related obligations with maturity and common I 
sense. The whole cycle of budgeting, accounting, and reporting is t 
thus handled in a manner calculated to be of maximum usefulness 
with the minimum of departmental record-keeping. Friction is ; 
avoided by the absence of red tape and by the use of rules which ' 
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are clear and simple and which appeal to common sense. The ac- 
counting department follows this policy from conviction and as a 
result enjoys a high degree of cooperation from the men respon- 
sible for the research projects. 

There is an internal control advantage also in rendering detailed 
reports to the supervisors. In the event of failure of personnel 
transfer notification, posting of invoices or interdepartmental trans- 
actions to the wrong accounts are less likely to happen when re- 
search managers review the detailed figures of charges against their 
budgets. One might say parenthetically that, with the proper work- 
ing relationship between operating and accounting personnel, it is 
possible for either group to detect errors made by the other and 
still maintain a high degree of mutual respect. 


Accounting Operations Involved 


As has been evident from the foregoing discussion of control 
by projects, the company uses the job cost method of accounting for 
research and development costs. Ordinarily more than 150 projects 
are in progress. Research is divided into four broad fields and cor- 
responding ledger controls are established. A subsidiary account is 
maintained for each project, and this account in turn is subdivided 
into the expense categories used in the detailed reports. There is 
a control card for each project. 

Exhibits 3a and 3b illustrate a full set of ledger cards for a re- 
search project. It will be noted that the expense control card and 
each of the subsidiary cards are arranged to give complete informa- 
tion currently and during the life of the project. The supervisor’s 
monthly summary statement (Exhibit 1) is posted from these cards. 


Cumulative Project Costs Survive Closings 


It was noted previously that, while individual projects are estab- 
lished to run for a certain number of months, many projects are 
extended or renewed, frequently more than once. The project 
budgets have no necessary relation to the fiscal year but are in- 
tended to afford management knowledge of the cumulative costs 
over the life of a given research activity. This is true regardless 
of financial policy dictating write-offs at the end of the year of 
certain types of research expense. 
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The questions of whether or when research costs should be 
capitalized is beyond the scope of this paper. The point which rises, 
however, may be illustrated by a research project started late in a 
fiscal year and carried through the next year and part of another. 
It might be the financial policy of a company to capitalize the ex- 
penditures, write them off or hold them in suspense. In this case, 
the research expenditures would be closed to profit and loss at the 
end of the fiscal year. However, research management would want 
to keep the expenditure record alive until the history of the project 
became complete. The accounting department meets this need by 
accumulating costs against the project as long as it is active, with- 
out regard to periodic book closings. With each extension, the new 
budget allotment is added to the total of previous budgets. 


Research Costs as Reported to General Management 


General management, on the other hand, relates the expenditures 
to current operations. For management operating reports, there- 
fore, expenditures for the current month and year to date are 
drawn from the ledger and presented in a form which gives infor- 
mation for these accounting periods for each of the four classes 
of research activity and for the research division as a whole. Sup- 
porting this summary, detailed information is provided covering 
the activity of each project during the current year. This in no 
way interferes with the supplying of control information to project 
supervisors and research management, complete for the entire his- 
tory of each project. 

The internal procedure provides also for approval by the project 
supervisor, before payment, of all purchases where the special 
nature of the material or equipment makes this precaution desir- 
able. Here again the rule of delegating complete control of direct 
expenditures to the research man, while relieving him of unneces- 
sary business details, is applied with recognizable success. 


Conclusion 


The foregoing description of budgeting and accounting pro- 
cedure for research costs represents but one example of accounting 
methods used for these purposes. The organization has found that 
it can control a complex research and development activity in a 
manner that is effective and internally harmonious. 
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Every company has a different research problem, but there are 
basic similarities. Research is destined to play an increasingly im- 
portant role in company operation. Because ifs results are some- 
times intangible and always hard to measure from day to day, 
special control techniques are necessary. However, tried principles 
of budgetary control are as valid for research as they have proved 
to be for the other important aspects of company operation, In the 
hands of the skillful accountant, these control tools can be used to 
help research men and management alike, and hence the stockhold- 
ers, and the general level of economic well-being. 


MERCHANDISE PLANNING AND CONTROL 


By Lenoard C. Hobert, Assistant Controller, 
Gimbel Brothers, Inc., Milwaukee, Wis. 


_— and selling merchandise are the primary functions of 

the retail store and also the chief income producing factors. 
These and other functions in successfully managing a department 
store require ingenuity, skill, foresight and careful planning, gen- 
erously mixed with a lot of hard work. During the present period 
of rising costs of doing business and decreased percentage of profit 
on merchandise sold, it is more important than ever before for the 
department store executive to stress the factor of planning, and 
to exercise very careful control if he is to maintain a fair return 
on capital invested. 

During the war years, it was not practical to keep up controls 
and not so important to plan. It was very difficult to get the re- 
quired number of people with proper qualifications to maintain the 
controls usually practiced by a department store. Also, with the 
scarcities of merchandise generally, it was not necessary to exer- 
cise the usual careful planning and control, since the main problem 
was getting sufficient quantities of merchandise to satisfy the de- 
mands of the customer rather than to control the quantities of 
merchandise against possibilities of overstock and other hazards 
according to a predetermined plan. 

This paper is a brief presentation of the portion of department 
store operations pertaining to merchandise planning and control, 
in recognition of its renewed importance. 
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MERCHANDISE PLANNING 


A merchandise plan is a forecast of future operations designed 
to obtain in advance an idea of the sales within a given period of 
time, and the value and quantity of merchandise inventory needed 
at all times to realize these sales. In order to prepare merchandise 
plans more effectively and exercise controls, the department store 
is divided into many departments, the number of which is deter- 
mined by the different kinds of merchandise carried. Each of the 
departments is managed by a merchandise executive known as a 
buyer. The buyer, in turn, reports to a merchandise manager who 
has many departments and buyers under his supervision, and the 
merchandise manager reports to the general manager. 

Since merchandise plans are prepared individually for each de- 
partment in the store, it is well to consider the line of authority as 
explained above. In the preparation of a merchandise plan, the 
merchandise manager and buyers first discuss the plan in a gen- 
eral way, and it is then necessary for the buyer to prepare and sub- 
mit detailed plans for the department or departments under his 
control. The detailed plans are then discussed and analyzed by the 
merchandise manager, after which they are submitted to the con- 
troller for guidance and criticism and for final approval as a basis 
for future operations. Plans are prepared by months and divided 
into two six-month periods, known in the retail trade as the 
“spring” and “fall” season. 

The items to be considered in preparing a merchandise plan are 
as follows: 


Sales Mark-on percentage 
Inventories Mark downs 
Purchases Gross margin 


I will describe, briefly, how the plans for each of these items are 
determined. 


Planned Sales 

Planned sales make up the basic item of the merchandise plan 
since all other items in the budget are predicated on the expected 
sales volume. It goes without saying, therefore, that sales fore- 
casts should be carefully made and should not represent merely 


hoped-for sales. There are many guides in arriving at the planned 
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sales for a specific period of time. Past experience, of course, is 
always a very important guide, and incidentally, this is one of the 
many reasons why records are kept separately for each department. 

Despite its importance, it must be remembered that past experi- 
ence is only a guide, and due consideration must be given to such 
factors as style trends, economic conditions, and availability of 
merchandise, to mention only a few. Availability of merchandise 
was especially important during the war when such items as refrig- 
erators, washing mazhines, and electrical appliances were not avail- 
able at all. Many guesses were made on V-J day as to when this 
merchandise would be available again and in what quantities. Mer- 
chandise plans were hurriedly adjusted, and in the past few months 
have been adjusted again, since many of the earlier hopes failed to 
materialize. Style trends are always a consideration and to give 
proper effect to them, records are kept showing the classes or styles 
of merchandise sold rapidly and the classes or styles not readily 
accepted by the public. It can easily be seen that it is a clever 
merchant, indeed, who can accurately forcast sales for the con- 
ventional six-month periods. 


Planned Inventories 


Retail stocks represent one of the largest single assets in a de- 
partment store and, therefore, it is important that they be kept at 
a minimum and yet be adequate to maintain the planned sales vol- 
ume, There are many factors to be considered in determining the 
minimum stock to be carried without affecting sales volume. A 
representative group of standard items must be carried in inven- 
tory at all times and the value of this merchandise can be estimated 
fairly accurately from past records. Availability of merchandise is 
again a major consideration and this was particularly true during 
the war years. Fall merchandise is ordered in the spring or earlier 
and uncertain delivery dates present an additional problem. 

Distance from the market is another factor in estimating how 
much inventory is to be carried. If the store in question happens 
to be in a part of the country where much of the merchandise is 
manufactured, it is not necessary to carry a large inventory since 
in normal times it can very often be delivered on the same day the 
order is placed. On the other hand, much more careful planning 
is necessary for the store located a long distance from the market. 
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Once it is determined what the retail value of stocks should be, 
it is essential that the buyer be very familiar with the various items 
and the quantities of these items in the total inventory. Unless he 
is, he may find that he has large quantities of some items on hand 
and insufficient quantities of others. This results in unbalanced 
stocks, and if the planned inventories are strictly adhered to the 
result very likely will be a loss or decrease in sales. 

In a small store the merchant can look at his shelves and deter- 
mine whether or not he has sufficient quantities of merchandise on 
hand to meet the normal demands of his customers. In a depart- 
ment store this is not possible in most departments and the buyer 
must rely on book records to tell him the kind and quantities of 
merchandise he has in stock. These records are usually referred to 
as unit control records. Briefly, a unit control means keeping a 
record of sales and purchases by class or kind of merchandise and 
entering the figures in a stock record, thereby having a perpetual 
inventory of each class or kind of merchandis on hand. 


Planned Purchases 


Planned purchases result from a mathematical calculation on the 
basis of planned sales and planned inventory. Once the planned 
sales for a period and planned inventory at the end of the period 
are determined, planned purchases, at retail, simply stands for the 
difference between these two figures, adjusted by the opening inven- 
tory, if any. The cost equivalent of the retail purchases, or the 
dollars which may be spent, is arrived at by applying the comple- 
ment of the planned mark-on percentage to the retail purchases. 

As explained previously regarding planned inventory, however, 
many considerations enter into the planning of purchases, such as 
seasonal merchandise, distance from the market, availability of 
merchandise and many other elements which may make it neces- 
sary to purchase more and different merchandise during one sea- 
son of the year than another. From the above it can readily be seen 
that the planning of sales, inventories and purchases are so depend- 
ent on one another that the entire merchandise plan must be com- 
pleted as one operation. 


Mark-on Percentage 
Mark-on is the difference between the cost and selling price of 
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merchandise purchased. The ideal plan of course is to realize a 
sufficient margin to pay for all elements of expense and in addition 
yield a fair percentage of profit. This is not always possible since 
selling prices are governed to a considerable extent by competitive 
conditions. The plan in normal times is, therefore, usually based 
on past experience, although at present it is governed to a very 
large degree by price controls imposed by the Office of Price Ad- 
ministration which is largely responsible for the decreased per- 
centage of profit enjoyed by retailers at the present time. 


Mark downs 


If merchandise does not sell at the price at which it was orig- 
inally marked and all other efforts for promoting this merchandise 
have been considered, it is necessary to reduce this price in order 
that sufficient purchasing power be attracted to maintain the 
planned stock figure. A retail store cannot afford to have money 
tied up in idle inventory. Since mark downs decrease the gross 
margin earned they should be planned carefully. The reasons for 
taking mark downs should be carefully analyzed with a view to 
reducing or obviating them as far as possible. Again, past experi- 
ence is one of the best guides in planning mark downs. 


Gross Margin 


The gross margin attained is the result of the merchandise plan 
as outlined above after giving due consideration to stock shrinkage 
and net cost of altering merchandise sold. It is, naturally, a matter 
of consequence that this gross margin figure be carefully watched 
since it must be sufficient to take care of salaries, advertising, taxes, 
rents, and all other expenses and still yield a fair margin of profit. 


Application of the Plan 


After the component parts of the merchandise plan as outlined 
above are finally approved and become the basis for future oper- 
ations, they are carefully studied and compared with the results of 
actual operations. The departmental plans which were prepared 
month by month and for a six-month period in advance are re- 
duced to daily figures. These daily figures are entered beforehand 
on forms provided for that purpose and the actual results of op- 
erations are entered in another column on the same form the morn- 
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ing following each day’s business. Thus, it is possible to judge the 
results daily, as compared to the plans, and thereby take any neces- 
sary action at once rather than wait until the end of the month, at 
which time it is too late. 

If necessary, the plans for the remaining portion of the planned 
period may be changed to conform to changing conditions. On the 
other hand, every emphasis is placed on making the actual results 
conform to the plans as closely as possible. 


MERCHANDISE CONTROL 


In order to control merchandise inventories properly it is neces- 
sary to start the control process at the time the orders are placed 
and follow through to the actual receipt, checking and marking of 
the merchandise, and payment of invoices. It is necessary, as well, 
to develop stock records or book inventories which are constantly 
checked against physical counts taken of the merchandise in each 
department at planned periodic intervals. 

The various phases in the process of merchandise control to be 
discussed in this paper are as follows: 


Purchase order control 
Receipt, checking, and marking of merchandise 
Inventory dollar control—retail method 
Unit stock control 
Taking of physical inventory 
The following is a brief description of each of the control 
processes referred to above: 


Purchase Order Control 


To make possible the control of purchases according to a pre- 
determined plan it is necessary that all orders placed be written on 
a standard form. This form is usually prenumbered and has three 
or more copies. All three copies should first be dispatched to the 
budget department which has the duty of subtracting them from 
the planned purchases for the period. Thus, the remainder shows 
at all times the value of purchases which can still be made within 
the period without exceeding the plans. The various parts of the 
purchase order are then dispatched, the original copy to the vendor, 
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the second to the order-checking department, on the third to the 
buyer for future reference. 

In many stores individual orders are not checked against the 
plan. Instead, a report is issued weekly which shows among other 
things the planned purchases for the period, the purchases to date 
within the period, and the remainder, or “open-to-buy” for the bal- 
ance of the period. Should the actual purchases exceed the planned 
purchases, an overbought condition exists and some definite course 
of action should then be taken by the controller and merchandise 


manager. 
Receipt, Checking, and Marking of Merchandise 


This is an important phase of merchanise control, involving as it 
does the safe entry and handling of goods in the store up to the 
time they are placed in stock for sale to customers, Correct ac- 
counting figures must be set up for charges to departmental pur- 
chases and stocks, and invoices must be thoroughly checked and 
certified before being passed to the controller’s office for payment. 

This control is ordinarily effected in several steps, as follows: 


1. All invoices are recorded on an invoice register as soon as 
received in the store. The reason for this is to have a record of 
every invoice received before it is dispatched to the receiving and 
checking departments, to enable prompt payment to qualify for 
cash discounts, which are a material item in department store 
operations. 

2. A receiving record is prepared covering every shipment of 
merchandise received. This receiving record is then sent to the 
order-checking department to be used in the invoice and order- 
checking operation. 

3. The invoice is checked against the order for quantity, quality, 
and price. Any differences are promptly recorded and necessary 
adjustments made. 

4. After the order-checking process is completed, the retail price 
is recorded on the invoice and establishes the price at which the 
merchandise may be marked and sold. During these times of price 
control elaborate safeguards are established to insure that selling 
prices are kept at or below the ceiling prices established by various 
price control regulations. All merchandise must have a price ticket 
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or tag attached by the marking department showing both the selling 
and ceiling price of the merchandise. Department managers are 
never allowed to mark their own merchandise or to change the 
price as shown on the price ticket. After the merchandise has been 
properly marked it is then ready to be sent to the selling floor and 
the invoice is sent to the invoice office for payment. 

5. The invoices are then recorded on the purchase register by 
departments, which establishes the first bookkeeping control of 
merchandise received. 


Inventory Dollar Control—Retail Method 


The dollar control of inventory, of course, is the result of 
planned purchases, sales, and the other factors which go into mer- 
chandise planning. From a bookkeeping point of view, however, 
the proper control of inventories is to have available an accurate 
book inventory of merchandise on hand at all times. This is ac- 
complished in department stores by the retail method of inventory. 
This means that all figures entered into the stock record are at 
retail cost which facilitates the obtaining of approximately correct 
inventories of goods on hand as at any particular date without in- 
curring the labor and expense of physical inventory taking. In 
order that a profit and loss statement may be drawn off at the end 
of any month or period, the inventory at retail is reduced to cost 
by applying the complement of the maintained mark-on percentage 
to the retail dollar value. 

The formula for arriving at the retail inventory on hand as at 
any date is as follows: Opening inventory at retail, plus purchases 
at retail, plus additional mark-ons, less sales, less mark downs, 
equals closing inventory at retail. 


Unit Stock Controls 


The purpose of unit stock control is to have a record of the 
kinds or classes of merchandise in a department inventory to en- 
able the department manager to plan his sales and purchases intel- 
ligently. It gives an exact picture of the kinds and quantities of 
merchandise on hand and thus makes it possible to determine 
whether the curren‘ quantities of the various kinds of merchandise 
usually carried in the department represent a well-balanced stock. 
By having a record of sales by kinds of merchandise, the depart- 
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ment manager is able to determine the minimum quantities of mer- 
chandise which he can carry without impairing his sales, thus in- 
creasing his rate of turnover. 

The methods of keeping unit control records are varied, and no 
one method will usually fit a whole store, or even any considerable 
number of departments. It may be desired to keep unit records 
only by classes of merchandise within a department or it may be 
desired to have a record of each style number, size, and color of 
merchandise sold. 

One method of unit control is to classify purchases as they are 
received and enter them on a stock record by classification, and also 
to take periodic inventories by these same classifications. The 
opening inventory, plus purchases, less closing inventory indicates 
the value and quantities of merchandise sold, by classification. 

Another method is to keep a record of sales by classification, as 
well as of purchases. In this way a book inventory, by classifica- 
tion, is available at the end of each day. The book inventory is 
compared with a physical inventory taken at periodic intervals. 


_ This method is much the more detailed but is also more desirable 


in such highly-styled departments as dresses, ladies’ suits, etc. 

The advantages gained from keeping detailed unit control rec- 
ords must be carefully weighed against the cost of maintaining 
these records in order to justify the added expense involved. 


Taking of Physical Inventories 


Taking a physical inventory in a department store is one of the 
primary functions of the controller’s office. The merchandise must 
be carefully counted and recorded by one group of persons and 
then carefully checked by another group. Only one kind of mer- 
chandise may be listed on an inventory sheet to make possible a 
comparison with unit control records and other book records. 

Some of the more important duties of the inventory department 
may be summarized as follows: 


1. Lay out of a plan for inventory taking. 

2. Preparation of a schedule of periodic inventories. 

3. Supervision of inventory taking. 

4. Tabulation, analysis, summarization, and reconciliation of 
inventories. 
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5. Investigation of inventory differences. 

6. Check-up on systems having to do with movements and 
handling of merchandise. 

7. Criticism of systems and drafting of suggestions for im- 
provements. 

Elaborate plans are made in the preparations connected with the 
taking of inventories and the responsibility is solely that of the con- 
troller’s office. However, he must have the complete cooperation 
of the merchandise executives, the store manager, and the per- 
sonnel director in order to be able to count all of the merchandise 
in the store accurately and in an efficient manner. 

There are many problems involved in the taking of correct and 
accurate inventories. Some of the problems are 


Physical layout of departments. 

Allocation and numbering of inventory sheets. 

Assignment of personnel for listing. 

Arrangement of stock for inventory taking. 

Segregation of memorandum merchandise. 

Examination of price tickets to ascertain that all merchan- 

dise is properly ticketed. 

Clearing through of invoices prior to stock taking. 

Passing of credits for merchandise returned by customers. 

g. Establishment of “cut-off” for differentiation between 
goods received, marked, or re-marked, prior to and after 

inventory taking. . 
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The bookkeeping part of inventory control is just as important 
as the physical counting of the merchandise in stock and, therefore, 
it is necessary to be sure that all merchandise received in the store 
prior to the date of taking inventory has been properly recorded 
on the books; likewise, it is necessary to have any merchandise 
which has been returned to vendors for credit prior to the date 
of taking inventory properly recorded on the books. All sales, ob- 
viously, must also be properly recorded and the correct departments 
given credit. Errors by the sales audit department in posting sales, 
thereby giving one department credit for a greater number of sales 
than were made, and reducing the sales of another department ac- 
cordingly, would result in a book inventory overage and a book 


inventory shortage in the respective departments. 
1118 














ver 








lan- 


ers, 
een 
fter 


fant 


RS FSSTRR AE S 








July 15, 1946 N. A.C. A. Bulletin 





In the preparation for inventory and the taking of a physical in- 
ventory, detailed instruction sheets are prepared displaying sample 
inventory sheets and illustrating the listing of merchandise. Some 
of the most common errors made in listing are noted in these in- 
structions so that they will not recur, or at least will be held to a 
minimum. 

Meetings are held with various department heads and buyers, 
and specific instructions are given to them in the proper separation 
of merchandise in their departments prior to taking inventory, in 
order to facilitate the actual physical counts and listings. 

Inventory supervisors are also given special instructions by the 
controller’s office and supervise the taking of inventory in respec- 
tive groups of departments. In addition to supervising and answer- 
ing questions, they also scrutinize the inventory sheets after the 
listing of the inventory has been completed to make sure that the 
listing has been properly made, that only one kind of merchandise 
is shown on an inventory sheet, that the prices have been shown 
for the same unit in which the quantity is listed, and many other 
things which go into the accurate taking of an inventory. 

Some of the inventory shortages which every department store 
has are caused by bookkeeping errors and others by dishonest em- 
ployees and customers. Each type is carefully guarded against both 
by bookkeping controls and detective and shopping services. Short- 
age records are carefully watched and special attention is given to 
departments with unusually high shortages. 


Conclusion 


From the brief summary as outlined above it can be seen that in 
addition to the careful planning which goes into the purchases, re- 
ceipts, and sale of merchandise, a complete mechanical control is 
also established whereby every piece of merchandise received and 
sold by a department store may be properly recorded and the re- 
sultant book inventory may be compared to physical counts taken 
at periodic intervals. 
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CoorperaTION WITH THE RESEARCH DEPARTMENT 


Editor, N. A. C. A. Bulletin: 


The article entitled “Industrial Research and the Accountant,” by Mr. 
Shepard of American Cyanamid, in the Bulletin of June 1, 1946, was par- 
ticularly interesting to the writer. 

During the last few years we have introduced the idea at the Funk 
Bros. Seed Co. that the accounting department is a service department and 
that it is the duty of each member of the accounting department to co- 
operate with the other departments—research as well as operating and sell- 
ing—so that our combined efforts will increase operating efficiency and 
produce greater profits. Successful operation with increased profits is the 
only source from which management can pay increased salaries and wages. 

Formerly department heads and supervisors avoided the accounting de- 
partment as much as possible because some one was always “crabbing” 
(as they put it) about spending money. This applied particularly to the 
research department, whose traveling expense checks were rather large. 
They had corn plots scattered over the United States from Detroit to 
Mobile and from Colorado to the eastern shore of Chesapeake Bay. 

Conferences between heads of various departments and accounting per- 
sonnel, who realize that they can help the operating and research depart- 
ments solve their problems in meeting budgets and reducing cost, have done 
much to eliminate this friction. 

As our research work with hybrid seed corn is seasonal, the accounting 
department, during the labor shortage of the last years, has helped the 
research department complete some of their field work at critical periods. 
Nearly everyone in the department, from the comptroller to the youngest 
file clerk, has taken part at one time or another. Some of the girls, who 
really enjoy the change for a day or two, have made regular employees of 
the research department “step on it” to keep pace with them in our testing 
plots. In this way we have provided a way for members of the accounting 
department to see just what research does. We believe they have enjoyed 
and appreciated the opportunity. 

We agree with Mr. Shepard that closer relationship with research and 
development departments will increase the value of the service rendered by 
the accounting department to the organization. It will also help research 
realize that profits must be augmented if their work is to be expanded 

Extas W. Rottey, 
Peoria Chapter. 


Editor, N. A. C. A. Bulletin: 

The article by Norman A. Shepard in the June 1, 1946 Bulletin, “In- 
dustrial Research and the Accountant,” strikes a responsive note in the 
writer's experience. How often as an industrial accountant have we argued 
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with management for more careful planning. Welcome, Brother, to the 
fraternal organization of service executives, of which the accounting de- 
partments for years have been a part. Your quarrel is not with account- 
ants but with management, manufacturing departments and the sales or- 
ganizations. 

In defense of accountants, let me say that in common with research 
men, every industrial accountant worth his salt must have imagination— 
and this is true in spite of the fact that he generally saves money, instead 
of spending it productively. But, like research men, he deals with facts, 
not opinions, and rightly demands the right to trace back every effect of its 
cause. He attempts to see the goal to be accomplished and then takes orderly 
steps to reach it. He does not buck every unusual expenditure, he just 
asks what the goal to be accomplished is, and then attempts to value that 
goal in terms of profit. He does realize that the best is the cheapest. Ask 
him how often he suggests improved office machinery to save labor. 

He approaches every salary increase where his responsibility enters with 
the thought that effort in the right direction is what counts, and that morale 
is often more important than dollars saved. 

He installs time consuming systems only at the request of top manage- 
ment, and often against his better judgment. He reviews the results from 
such systems frequently, trying to show management that the cost far 
exceeds the value of the information gained. 

Lastly, the accountant realizes his limitations, and is constantly striving 
to get a clearer understanding of the problems of other departments and 
his organization as a whole. He is a student in his own profession, as 
witness his association, the National Association of Cost Accountants, with 
its wealth of information presented in monthly bulletins. 

You tentatively recommend that accountants be placed on technical co- 
ordinating committees—fine. But you state that such committees should be 
advisory only. We accountants have learned from long, and often-times 
sad, experience that authority must follow responsibility, and we would 
plead for the inclusion of executive heads or the delegation of sufficient 
authority to make such committees more than advisory. If you will take 
the industrial accountant into your confidence, you will find him able to 
serve your department in the preparation of material for management, but- 
tress your estimates with profit facts, and help you sell your department 
to the top heads of your company. 


Stewart C. Brown, 
Milwaukee Chapter. 


ACCOUNTING For CAUSES 


Editor, N. A. C. A. Bulletin: 


Mr. Joseph B. Copper’s article in the December 15, 1945 Bulletin on 
“Accounting by Causes vs. Accounting by Accounts” proved very interest- 
ing to me, as it brought out in case examples facts which are comparable 
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to those that have been known and followed in the textile industry for 
many years. 

In the production of woolen yarn it is important to secure the maximum 
number of pounds of spun yarn from each lot of raw material blended 
for processing. Since wool absorbs moisture from the air, 12 per cent 
moisture content being acceptable, the problem is to keep rooms at a con- 
stant level of humidity to attain the lowest cost per spun pound. Although 
air-conditioned departments might be better, humidifiers have been adopted 
for use by many mills in order to control the humidity. Tests have shown 
that during the fall and winter months when windows are closed and the 
rooms are heated, yields have a tendency to drop. However, as soon as 
spring comes and windows are opened, the yields of spun yarn increase. 
Therefore, we may say that during the heated season, yarn has less moisture 
and more fibres while during the spring and summer months, it contains 
more moisture and less fibres. Since the fibres are raw material, costs 
can be kept constant only by maintaining uniform moisture. 

The yarn is watched closely not only to insure the correct size and 
moisture content but also the proper weight of both woven and finished 
cloth. Substantial losses to a mill are effected when this is overlooked, for 
it is a common error to finsh cloth of a heavier weight than required. To 
illustrate, we may assume that the cloth sells for $2.50 per yard and that 
each piece is 52 yards in length. If a fabric is sold to weigh 26 ounces per 
yard and actually weighs 26%4 ounces, the loss to the mill is $2.50 per piece 
or $.048 per yard. Therefore, for every 1,000 pieces of cloth sold, a loss 
of $2,500 is suffered. 

Daily schedules giving this information have been found to work well 
for control purposes. If a quantity of yarn which deviates from the stand- 
ard weight comes through adjustments can immediately be made for the 
next lot. Standards are also used to determine whether it is worth while 
to refinish a piece of cloth which is of the incorrect weight. 

I believe Mr. Copper’s subject of accounting by causes is very timely and 
that the practices he has developed can be profitably extended to other in- 
dustries. If similar procedures have been established in other industries, 
particularly the capital goods field in which there are many assemblies, I 
should be interested in learning of them. 


Norsert H. House, 
Providence Chapter. 


Prorit-Action Ficures 


Editor, N. A. C. A. Bulletin: 


Mr. Elsman’s article “Profit-Action Figures” in the April 15 issue of 
the Bulletin directs our attention to an important factor in successful 
business management that I think has been overlooked by many accountants 
and business executives in the past. 

Although budgets and budgetary control represent only one phase of this 
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subject, and Mr. Elsman has naturally confined his comments to the results 
to be accomplished rather than to the techinques to be followed relative to 
budgets, I believe that a sound method of budgeting and an adequate 
budgetary control will be of material assistance in laying the groundwork 
for producing some of the “profit-action figures”. Therefore, I would like to 
set forth in connection with this article a few thoughts relative to the 
fundamentals of budgets and budgetary control. 

I believe that department heads and managers should prepare and be 
responsible for a detailed planning of their operations. Department heads 
and managers direct operations and spend money, and it seems to me that 
it is most essential that they understand certain fundamentals of operations 
and costs and that their operations and spending be properly planned. 

It is my belief that the accounting department should not assume any 
responsibility for budgets and their preparation. It seems to me that the 
accountant should render all assistance possible to department heads and 
managers during the preparation of their budgets, should carefully review 
all estimates prepared by department heads and managers and should attach 
to the proposed budgets letters setting forth in detail any additional in- 
formation that he feels should be considered by top management when the 
proposed budgets are presented for approval. 

With this data at hand, I believe that top management will be in a posi- 
tion to devote some rather definite thought to estimated sales, costs, and 


. what the operating men plan to do before it approves, amends, or rejects 


the proposed budgets; and that budgets so prepared and adopted form a 
much sounder basis for successful business operation than those prepared 
by accountants, who, after all, are not operating the business. 

That such a procedure would provide a more adequate budgetary control 
is, I believe, fairly obvious. When management asks a department head or 
manager to explain large discrepancies between estimated operations or costs 
and actual results, he cannot say that his budget was prepared by the ac- 
counting department and thus evade responsibility for the original plan- 
ning. Also, a department head or manager will be less likely to make 
changes in his plans throughout the year without securing proper manage- 
ment approval, and thus both the department head and management will 
certainly be more interested in knowing what contemplated changes will cost 
before approval thereof is requested or granted. 


Cryve H. Burr, 
; Los Angeles Chapter. 
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got 
Procedure for Obtaining Renegotiation Rebates for Increased Amor- ( 
tization—Taxpayers who are eligible for additional income tax deductions got 
for prior years because of accelerated amortization of emergency facilities trac 
are also entitled to a rebate of part of the profits which were refunded sud 
to the government as a result of renegotiation. The Treasury Department 3 
has recently issued instructions relative to the procedure to be followed in Act 
obtaining such rebates. The Department’s release (mimeograph 6023, Boz 
6/10/46) follows: tor 
Collectors of Internal Revenue, Internal Revenue Agents in Charge, ond 
Heads of Field Divisions of the Technical Staff, and Others Concerned: a 
1. Reference is made to section 701 of the Revenue Act of 1943 amend- a 
ing section 403, as amended, of the Sixth Supplemental National Defense ded 
Appropriation Act, 1942, relating to renegotiation of war contracts and sobs 
referred to as the “Renegotiation Act.” In the case of a renegotiation which 124 
is made prior to a recomputation of an amortization deduction pursuant to for 
section 124(d) of the Internal Revenue Code in connection with the de the 
termination of taxes imposed by Chapters 1, 2A, 2B, 2D and 2E of the mis 
Internal Revenue Code for the fiscal year to which the excessive profits whi 
determined by the renegotiation are attributable, the Renegotiation Act 4 
provides that there shall be repaid by the United States (without interest) pas 
to a contractor or subcontractor after such recomputation the amount of 
a net renegotiation rebate, notwithstanding any of the provisions of sub- re 
section (c) (4) of the Renegotiation Act to the contrary. to 
2. The refund of a net renegotiation rebate is intended to restore to — 
the contractor the excessive profits determined and eliminated for the well 
renegotiated year to the extent of the gross renegotiation rebate less the tice 
Federal tax benefit thereon. The terms “gross renegotiation rebate”, st 
“Federal tax benefit” and “net renegotiation rebate” are defined in sub- hens 
section (2) (4)(D) of the Renegotiation Act as follows: prot 
(a) A gross renegotiation rebate for a renegotiated year “shall be an und 
allocable part of the additional amortization deduction which is allowed amc 
for the renegotiated year upon the recomputation made pursuant to section reve 
124(d) of the Internal Revenue Code in connection with the determination take 
of the taxes for such year and which is attributable to contracts with the 5. 
Departments and subcontracts, except that the amount of the gross re goti 
negotiation rebate shall not exceed the amount of excessive profits eliminated or t 
for the renegotiated year pursuant to the renegotiation.” of s 
(b) The Federal tax benefit from the renegotiation for the renegotiated ther 
year “shall be the amount by which the taxes for the renegotiated year 6. 
under Chapters 1, 2A, 2B, 2D and 2E of the Internal Revenue Code were paye 
decreased by reason of omitting from gross income (or by reason of the nish 
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application of the provisions of section 3806(a) of the Internal Revenue 
Code) with respect to that portion of the excessive profits for the rene- 
gotiated year which is equal to the amount of the gross renegotiation rebate.” 

(c) Net renegotiation rebate is “The amount by which the gross rene- 
gotiation rebate for the renegotiated year exceeds the amount of the con- 
tractor’s or subcontractor’s Federal tax benefit from the renegotiation for 
such year.” 

3. Under the provisions of subsection (a)(4)(D) of the Renegotiation 
Act and regulations prescribed by the War Contracts Price Adjustment 
Board (hereinafter referred to as the “Board”), a contractor may apply 
for a net renegotiation rebate with respect to excessive profits determined 
and eliminated for a renegotiated year, by filing a claim with the Board 
if for such year an additional amortization deduction has been allowed 
pursuant to section 124(d) of the Code and the renegotiation was made 
prior to the recomputation on the basis of which the additional amortization 
deduction was allowed. In view of the fact that a gross renegotiation 
rebate is based on the additional amortization allowed pursuant to section 
124(d) of the Code, a taxpayer who desires to file a claim with the Board 
for a net renegotiation rebate is required, under regulations prescribed by 
the Board, to attach to its claim a statement by the Office of the Com- 
missioner of Internal Revenue showing the total amortization deduction 
which is allowed for the renegotiated year. 

4. A request for copies of a statement showing the amortization de- 
duction allowed for a renegotiated year should be addressed by the tax- 
payer to the internal revenue agent in charge having jurisdiction of the 
taxpayer’s returns and should make reference to the fact that it is desired 
to file a claim under subsection (2) (4)(D) of the Renegotiation Act for 
a net renegotiation rebate with respect to excessive profits eliminated, as 
well as the fact that additional amortization is allowable pursuant to sec- 
tion 124(d) of the Code. Copies of such a statement will be furnished 
a taxpayer upon request after there has been a recomputation of the amor- 
tization deduction in connection with a determination of income and excess 
profits tax liability for the renegotiated year, giving effect to an election 
under the provisions of section 124(d) of the Code, to use the shortened 
amortization period. The statements will be furnished by the internal 
revenue agent in charge or, if a field division of the Technical Staff has 
taken jurisdiction of the case, by the Head of such division. 

5. Upon determination by the Board of the amount of a gross rene- 
gotiation rebate the Board will inform the internal revenue agent in charge 
or the Head of the field division of the Technical Staff, as the case may be, 
of such determination and request the computation of the Federal tax benefit 


6. The Federal tax benefit will be computed on the basis of the tax- 
payer's taxable income as adjusted and the amount thereof will be fur- 
nished the Board by the Bureau after there has been a determination of 
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the tax liability for the renegotiated year. The computation of the Fed- 
eral tax benefit is made by adding to income on which the last determined 
tax liability is based (excluding the excessive profits) the amount of the 
gross renegotiation rebate, and determining the taxes that would have been 
payable if the amount of the gross renegotiation rebate had not been in- 
cluded in the excessive profits omitted from the return or eliminated under 
the provisions of section 3806(a) of the Code. The excess of the taxes 
so computed over the taxes determined before the inclusion in income of 
the amount of the gross renegotiation rebate represents the Federal tax 
benefit. 


7. A gross renegotiation rebate has the effect of reducing the amount 
of the excessive profits for the renegotiated year, as determined by the 
renegotiation. Accordingly, since the excessive profits were omitted from 
the income reported by the taxpayer or, if reported, were eliminated from 
gross income under the provisions of section 3806(a) of the Code, income 
for a renetiated year (from which the excessive profits as determined 
by the reneyotiation have been so omitted or eliminated) will be increased 
by the amount of the gross renegotiation rebate determined for such year. 
The Federal tax benefit will not be assessed as a deficiency but will be 
deducted from the gross renegotiation rebate in the determination of the 
net renegotiation rebate. 

Deductibility for Tax Purposes of Cost of Preparing Personal Re- 
turn—It has been generally considered in the past that professional fees 
for preparing a tax return were not deductible in computing the taxable net 
income of an individual taxpayer who was not engaged in carrying on a 
trade or business. The regulations as recently amended by Treasury De- 
cision 5513 now, however, permit the deduction of such fees even though 
the taxpayer’s income is from salaries alone. Section 2923(a)-15 of Regula- 
tions 111 now contains the following sentence: 

“Expenses paid or incurred by an individual in the determination 
of liability for taxes upon his incomes are deductible.” 


Treasury Department Issues New Rules on Contributions to Em- 
ployees’ Annuity Plans—The Treasury Department has recently issued two 
releases which are of interest to companies which are contemplating the 
establishment of retirement plans for employees. The first release (mime- 
ograph 6020) indicates the period in which the first contribution to the 
plan may be deducted by the employer. Under the new rule a company 
inaugurating a qualified plan after May 31, 1946 can deduct only those 
contributions made in connection with a plan actually in effect by the close 
of the taxable year as evidenced by annuity contracts actually executed 
and issued by an insurance company. 

The second release (mimeograph 6021) states the conditions under which 
a plan may be accepted as a “qualified plan” even though an employer's 
rights under the plan are forfeitable. If such forfeitures are possible under 
the plan, then for the plan to qualify for tax purposes the calculation of 
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the periodic contributions must take the possibility of = forfeitures into 
account. The release reads in part as follows: 


“Ordinarily where a significant proportion of the employees 
nominally covered by the plan are likely to forfeit rights, in such 
determinations the effect of anticipated forfeitures is discounted or 
is limited by disregarding employees who are likely to forfeit 
rights. Where the effect of forfeitures is reasonably anticipated 
and limited by discount or otherwise, contributions will be con- 
sidered as compensation for services actually rendered and, if the 
sum of such compensation and other compensation is reasonable 
for the services actually rendered, as ordinary and necessary 
expenses and will accordingly be allowed as deductions under 
section 23(p) (1) to the extent of the limitations therein provided 
based on the costs determined in accordance with the applicable 
Regulations. Thus, even though contributions may not be vested 
in particular employees, they may nevertheless be deducted under 
section 23(p)(1) to the extent of the limitations provided therein 
based upon reasonable estimates and assumptions as to the cost 
of the benefits which, in accordance with the plan, will actually 
be received by employees. It may be noted that in order to comply 
with the foregoing requirements, there must be a definite plan and 
formula for contributions or benefits, upon which such costs may be 
based and determined.” 





